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Thetitled Richard Levich’s paper is somewhat mideading. Althoughit
includes mention of the dollar, in fact he has written a paper goprasing
exchange rate movementsin general, rather than about the recent dollar
movementsin particular. In thesecomments! will providesomereactionsto
the paper but, inaddition, I will make somecommentsabout the reasonsfor
thedollar's strength.

Levich describesthe volatile nature of recent exchangerate movements
(both red and nominal), discusses how in principle we ought to evauate
them, and then surveysthe empirical evidencein the light of these princi-
ples. Throughout the paper he emphasizesthe complexitiesof the theoreti-
ca and empirical considerationsthat inhibit definitiveconclusionsgiven the
appropriate configuration of disturbancesand adjustment mechanisms.
Theory appearsableto rationalizea most any degreecf volatility. Thevery
concept of afundamenta equilibrium exchange rate vaue is tenuous and
certainly not to beconfused with the purchasing power parity rateor therate
congistent with a zero current account. The empirica evidenceisaso dis-
quieting—it provides compelling evidence that the market predictions of
ratesare poor, and disquietingindicationsthat they may be biased and per-
hapsinefficient.

| found the paper full of insightsand judicious observations. | think its
centra message, that few firm conclusionsabout the recent exchange rate
movements are warranted, is probably correct. It strikes an appropriately
cautionary note for us to keep in mind in the course of our policy discus-
sons. In my view the models we build using theory are unlikely to be very
useful in tracking short-run exchangerate movements.

In fact, experiencein trying to mode copper prices (much easier than
exchangerates) suggeststo me that smplesupply (depending on long-run
costs) and demand (on income and the availability of substitutes) curves
may helpin tracking 20-year movements, but over shorter periodssuch asa
decade, one needsto mode miningand smeltingcapacity and, over periods
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lessthan threeyears, inventoriesar e important. Even after al thesefactors
are taken in account, there remainsalarge degree of short-run variancewe
just cannotexplain. For somewnhat different reasons, theory isalso unableto
provideuswith aset of rulesfor an exchangerate sysem whichislikely to
be optimal under al circumstances. Thus neither over the very long run nor
intheshort runare our conclusions likely to be very firm.

The policymaker reading Levich's paper or listening to my statementsis
likely tofed extremely frustrated. Our scienceseemsto offer few guidesto
short-runaction. Indeed it remindsmeaf thestory of thetwomenwhowere
taking aridein abaloon. At theoutset, their trip went well but al of asud-
den they were blown into some thick cloudsand weretotaly lost. Eventu-
aly theclouds parted, and they found themselvesover afield. They looked
downandsaw ameninthefield. **"Whereare we?" they cried tohimindes-
peration. **You're in a baloon,” he replied. Whereupon the winds blew
again, thecloudscame together and again they werelost. **You know, that
nan down theremust have been an economist,” said oneof the baloonists.
"*Only an economist could have given us an answer with such greet preci-
sonandsolittleuse.™

But whilecautionisinorder, | dofee theory isof someguidein dlowing
us to deduce the dominant reasonsfor medium-run exchange rate move-
ments, and | would recommend Branson's paper in this conference as an
exampleof this reasoning. Branson's firm conclusions are a gtriking con-
trast to Levich's tentative conclusions. | think they illustrate the kinds of
questions economists can and cannot answer, rether than the particular
achievementsaf theauthors. Theory doeshel pto pin point thecrucial roleof
theU.S. budget deficitincausinghighred U.S. interest ratesand exchange
rates.

Thereare some who have argued that perhaps more important then the
U.S. budget deficit has been thedramaticincreasein U.S. domesticinvest-
ment in thisrecovery. They suggest that tax cuts, directed towards business,
have been themain caused thisbehavior. Indeed, interpretationsabout the
neture of this recovery differ widely. Some authors such as Branson,
Cooper, and Frankel see an aggregatesavings bust (viathe budget deficit)
rather than an investment boom. Others such as Bill Poole, Bill Niskanen,
and Alan Méelzer place much more emphasis on srong domestic invest-
ment. Levich quotesthe BIS which asserts the dollar strengthening with a
growing current account deficit is unique. In magnitudeit may be but Nor-
way in themid-1970s had a smilar experiencethat related to the increased
attractivenessof oil investment. For theseauthors, the U.S. hasexperienced
an andogousshift in theinvestmentclimate. Thethird interpretation, which
providesadominant rolefor autonomous inflowsof foreign savings(either
becauseof safe havensor tighter budgetsabroad) is not compatiblewith the
configurationof both highred U.S. interest ratesand astrongdollar. If cap-
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ital inflows becauseof an-increased supply of foreign capital werethedomi-
nant shock, interest ratesshould below in theU.S., not high.

Butisinvestment really unusually strong in thisrecovery?Interpretations
differ about the role of investment because people look at different num-
bers. The real- and nomina measures of investment tell different stories
becauseof asignificantfall intherelativepriceof investment goods. In both
nominal and real terms, thefirst two yearsof this recovery werequitetypi-
cal. But in this recovery, while nominal investment growth accounted for
about 32.7 percent of the growth (compared with 23.7 percent in the post-
war average) red investment growth accounted for 51.6 percent (compared
with the 29.0 percent in the postwar average). For the purposes of the
exchangerate | would argueit's the nomina rather than the real measures
thet are relevant, and they suggest the investment share of GNP in this
recovery could have been financed domestically had the budget deficit also
beenitsaveragelevel. Inmy view, therefore, whileit issignificant fromthe
viewpoint of productivity and the issue of deindustridization that invest-
ment has been strong because of relative price declines, the overwhelming
sourceof thedollar's strength is the budget deficit.

Thereisaso thequestionof whether we should havelet the dollar get as
high asit did. Rick Levich is reluctant to advocate active intervention and
suggeststheexchangerateis the symptom rather than the disease. Again, |
would agree with him. Many commentatorsin this conference place the
blamefor the dollar on international (net) capital movements. In my view,
too much emphasisis placed on the capital flows, and insufficientattention
ispaidtothelack of subgtitutabilityinthegoodsmarket. It takesrather large
shiftsin relative prices(given overall elasticitiesin theregion of 1t01.5) to
shift the current account of an economy such asthe U.S. Paul Krugman in
his paper pointsout that it takesabout a 10 percentincreasein thereal U.S.
exchangerateto shift the current account by 1 percent of GNP.

Itisinstructiveto ask whether the U.S. could haverun afull employment
fiscal deficit of thecurrent magnitude under fixed exchangerates? For ana-
lytical purposes, wecan assumethat over the medium run the samered out-
come would have resulted. Yet, under afixed rate system, it would have
required a massiverisein the nomina pricesof U.S. productsand ahighly
inflationary U.S. monetary policy. Alternatively, substantial deflation
abroad would have been required. Under fixed rates, in my view, the Fed-
eral Reserve would never have supplied the liquidity, and thus at full
employment the real dollar would have been much weaker, and real U.S.
interest rates much higher. The system has therefore enabled the U.S. to
borrow from abroad and hence to have its budget deficit. Indeed it has
alowed much greater international transfersof capital but with the associ-
ated pressures on the goods marketsof large relative price changes. Feld-
stein and Horioka have presented evidence, using for the most part data
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from the fixed exchange rate period, that shifts in domestic savings and
investment have been closely associated. | believe the imperfect substitut-
ability in thegoods marketswhich often inducedomestic policiesto prevent
international transfersexplain thisfinding.

Whilethe day to day and even month to month movementsin the dollar
will remainamystery, the broad medium term (three-year movements) sug-
gest strongly we havethe real exchangerateour fiscal policy requires. Had
we intervened, someof the problemsin the traded goods markets may have
been reduced but at the expense of high inflation and less investment. As
Levich hasput it, we havetheexchangerate wedeserve.



